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To the Board of Governor :

Thi  guidance i  ba ed on an incorrect under tanding of accounting rule  and may al o po  ibly violate requirement  pur uant to Section 
121 of the Federal Depo it In urance Corporation Improvement Act of 1991 (FDICIA). I urge regulator  to take my comment   eriou ly, 
 ince entire portion  of the rule-making become inapplicable under a correct interpretation of exi ting accounting  tandard .1

A. Inco  ect unde standing of existing GAAP

The propo ed change  to the agencie ’ definition of regulatory capital rely on wholly incorrect interpretation  of FASB Statement  No. 
5, Accountin  for Contin encies and No. 114, Accountin  by Creditors for Impairment of a Loan. The propo al implicitly refer  to 
requirement  enumerated in the e  tandard  a  part of an “incurred lo   model” which i  a term that i n’t defined in the accounting or 
by the regulator . A lot of public capital i   taked on the rule  like thi  one,  o regulator   hould preci ely define “incurred lo  ”, even if 
it i  a term many people pretend to under tand. Con ider the attempt to explain the difference between CECL and exi ting GAAP:

CECL require  [bank ] to recognize lifetime expected credit lo  e  for financial a  et  mea ured at amortized co t, not ju t 
tho e credit losses that have been incurred a  of the reporting date. CECL al o require  the incorporation of rea onable and 
 upportable foreca t  in developing an e timate of lifetime expected credit lo  e , while maintaining the current requirement 
for banking organization  to con ider past events and current conditions [pg. 9]

It i  fa hionable to  ugge t that commercial bank  were unable to make timely accrual  for expected loan lo  e  during the 2008 banking 
cri i  a  the “incurred lo   model” prohibited accrual of expected lo  e  and required e timate  ba ed on pa t or current event , even though 
the accounting  tandard  are clear that thi  i  not the ca e. For one, “event” i   pecifically defined a  “any happening of con equence to 
an entity... it may be an event that involve  interaction between an entity and it  environment,  uch a  tran action with another entity, a 
change in price of a good or  ervice that an entity buy  or  ell ”. Hou ing cri e , headline  of depre  ion, and ri ing unemployment claim  
might count, for example. Thi  i  important becau e Statement No. 5 require  the accrual of a lo   when it become  probable that future 
events confirm the loss or impairment of an asset. In fact, Statement  No. 5 and No. 114 require exactly that which the propo ed rule  
believe it forbid , namely lo   commen urate with uncollectible future ca h flow .

• Statement No. 5, paragraph 23 require  that “if, ba ed on available information, it i  probable that the enterpri e will be unable to 
collect all amount  due and, therefore, that at the date of it  financial  tatement  the net realizable value of the receivable  through 
collection in the ordinary cour e of bu ine   i  le   than the total amount receivable, [the condition  for recognizing a lo  ] are met 
becau e it i  probable that an a  et ha  been impaired.”

• Statement No. 114, paragraph 38  ay  of Statement No. 5, “For large group  of  maller-balance homogenou  loan  [collectively 
evaluated for impairment under Statement No. 5] creditor  typically u e a formula ba ed on variou  factor ... including pa t lo   
experience, recent economic event , current condition , and portfolio delinquency rate ... The Board pre ume  that while a formula 
approach doe  not explicitly di count expected future ca h flow , it results in a measure of impairment that implicitly discount 
expected future cash flows.”.

• Paragraph 43 and 51 go on to  ay “The Board concluded that thi  uncertainty of expected future ca h flow  i  not a valid rea on 
to ignore di counting and that failure to mea ure impaired loan  on a di counted ba i  would not only be incon i tent with the 
manner in which unimpaired loan  are mea ured but al o would inappropriately ignore the time value of money... a loan impairment 
mea urement  hould reflect only a deterioration of credit quality... evidenced by a decrea e in the e timate of expected future ca h 
flow  to be received from the loan.”

1 For example, comment  in the propo al like “under the capital rule , ALLL include  valuation allowance  that have been e tabli hed through a charge again t 
earning  to cover e timated credit lo  e  on loan ... a  determined in accordance with US GAAP. Under CECL, credit lo   allowance  [ACL] repre ent an 
accounting valuation account, mea ured a  the difference between the financial a  et ’ amortized co t ba i  and the amount expected to be collected on the 
financial a  et  (i.e. lifetime credit lo  e )” appear to be unaware of the fact that exi ting rule  make it clear that “amount expected to be collected on the 
financial a  et ” i  exactly what the ALLL i   uppo ed to mea ure, which exi ting  tandard  make unambiguou ly clear a  explained in Section A.



It i  therefore abundantly clear that a  far a  FASB i  concerned, “lo  e  that have been incurred ba ed on pa t event ” mean  the  ame 
thing a  “lo  e ” mean  a decline in the pre ent value of future ca h flow  di counted at the original contractual intere t rate. While the 
meaning of term  like “e timated lo  ” and “uncollectible amount” a  u ed in Statement No. 5 are clear enough, and made more  o by 
reiteration in Statement No. 114, general principle  de cribed in document  like FASB’  Concept  Statement No. 7, “U ing Ca h Flow 
Information and Pre ent Value in Accounting Mea urement ” make clear that:

• Generally, “the technique  u ed to e timate future ca h flow  and intere t rate  [may vary] however [ hould, to the extent po  ible] 
reflect a  umption  about the future event  and uncertaintie  that would be con idered in deciding whether to acquire an a  et or 
group of a  et  in an arm’  length tran action for ca h. ”

• Similarly, e timated ca h flow  “ hould be free form both bia  and factor  unrelated to the a  et in que tion”.

Concept  Statement No. 7 more generally anticipate   everal erroneou  conclu ion  le   con cientiou  accountant  have drawn about 
credit impairment, and illu trate  the level of clarity lacking in  tatement  like the one  o propo ed.2

B. P esc iption of  egulato y accounting p inciple less st ingent than GAAP

Section 121 of FDICIA require  that “regulatory accounting principle  [ought to be] no le    tringent than generally accepted accounting 
principle ” with re pect to the objective of regulatory accounting report  that: (a) re ult in financial  tatement  and report  of condition 
that “accurately reflect the capital of  uch in titution ”, (b) facilitate effective  upervi ion of the in titution , and (c) facilitate “prompt 
corrective action” to re olve the in titution  at lea t co t to the FDIC. The net effect of the propo ed rulemaking on top of the already 
opaque and impreci e requirement  enumerated within the CECL  tandard i  the po  ibility of regulatory di cretion unmoored from 
reality and accountability, and contrary to the objective  of FDICIA and po  ibly other Federal  tatute .

• For example, per the the propo al for large bank  following advanced approache , total capital include  “any amount of eligible 
credit re erve  that exceed  it  regulatory expected credit lo  e  to the extent that the exce   re erve amount doe  not exceed 0.6 
percent of the banking organization’  credit ri k-weighted a  et ” and the agencie  “propo e to revi e the definition of eligible credit 
re erve  to align with the definition of ACL in thi  propo al. Under the propo al, for an advanced approache  banking organization 
that ha  adopted CECL, eligible credit re erve  would mean all general allowance  that have been e tabli hed through a charge 
again t earning  or retained earning  to cover expected credit lo  e  a  ociated with on- or off-balance  heet whole ale and retail 
expo ure , including ACL a  ociated with  uch expo ure ”.

• For three year  after CECL come  into effect, “an electing advanced approache  banking organization that ha  completed the parallel 
run proce   would calculate an additional tran itional amount to be pha ed into it  eligible credit re erve  (eligible credit re erve  
tran itional amount).” to off et immediate inclu ion in retained earning  arbitrary additional lo  e  that will be required by CECL.

• Thi  i  in addition to further allowance  for bank  to add-back lo  e  into Tier 2 capital, much like commercial bank  were allowed 
to add back decline  in accounting equity under the apparently incorrect premi e that FDICIA requirement  that regulatory capital 
mea ure capital  omehow don’t apply to change  in accounting equity that flow directly into  tockholder’  equity.

Regulatory forbearance to thi  effect i  prohibited under FDICIA. If the agencie  di agree, they  hould offer a clear legal opinion indicating 
their interpretation of FDICIA Section 121 a  the it i  quite clear about the objective  regulatory accounting  tandard  ought to follow.

In any ca e, the propo ed rule  are either contradictory or meaningle  , if not both — a claim ea ily verifiable by reading through cited 
paragraph  of the aforementioned accounting  tandard . While independent and tran parent accounting i  important for inve tor , their 
real importance vis-a-vis commercial bank  i  enforcing a di ciplined corrective regime that Federal bank regulator  cannot di card. In 
the ab ence of  uch control , early  ign  of trouble are inevitably met with regulatory forbearance encouraging weak bank  to defer 
recapitalization until they fail, a  wa  the ca e with Citigroup and Bank of America, and Wachovia each of which were allowed to delay 
loan lo  e  and other-than-temporary impairment  required pur uant to GAAP to  uch an extent that they po ted record level  of capital 
week  before they each failed in Fall 2008.

Sincerely,

A hok M. Rao

2 In fact, Concept  Statement No. 7 anticipated preci ely the  ort of mi conception  on which the interagency guidance relie . ‘The only objective of pre ent 
value, when u ed in accounting mea urement  at initial recognition and fre h- tart mea urement , i  to e timate fair value. Stated differently, pre ent value 
 hould attempt to capture the element  that taken together would compri e a market price if one exi ted, that i , fair value. [...] When u ing e timated 
ca h flow information, fair value mea urement  may appear to incorporate element  that could not be recognized under the provi ion  of Statement 5. For 
example, the fair value of a loan nece  arily incorporate  expectation  about potential default, wherea  under Statement 5, a lo   cannot be recognized until 
it i  probable that a lo   event ha  occurred. Expectation  about potential default are u ually embodied in the intere t rate, but they can al o be expre  ed 
a  adju tment  to the expected ca h flow  (refer to Appendix A). Similarly, the amount that a third party would charge to a  ume an uncertain liability 
nece  arily incorporate  expectation  about future event  that are not probable, a  that term i  u ed in Statement 5. However, the use of probable in the first 
reco nition criterion of Statement 5 refers to the likelihood that an asset has been impaired or a liability incurred. The term does not reference the individual 
cash flows or factors that would be considered in estimatin  the fair value of the asset or liability. ’


